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ii. 	Interest	rate	swap	and	a	currency	swap	 	 	 	 	 	 [3]	
	
iii. Market	Risk	and	credit	risk	faced	by	the	counter	party	of	a	swap		 	 	 [2]	















































































i. Calculate	the	present	value	of	the	payments	due	under	option	A.		 	 	 [3]	
 	
ii. Calculate	the	present	value	of	the	payments	due	under	option	B.		 	 	 [4]	
 	
iii. 	Calculate	the	initial	level	of	salary	that	will	lead	the	payments	under	option	C	to	
have	the	lowest	present	value	of	the	three	options.		 	 	 	 [7]










b. State what is meant by a “forward contract”. Your answer should include reference to the 
terms “short forward position” and “long forward position”.             [3] 
 
c. Derive the formula for obtaining delivery price of a forward contract under each of the 
following circumstances (Define clearly all symbols used): 
 
Ø A forward contract on a stock that pays no dividend. 
Ø A forward contract on a stock that pays fixed amount of dividend 
Ø A forward contract on a stock that pays dividend yield           [9] 
 
d. A one-year forward contract on a share was agreed on 1 September 2015 when the share 
price was Ksh. 870 and the risk-free force of interest was 7% per annum. The stock was 
expected to pay a dividend of Ksh. 110 eight months after the date of issue. The price of 
the share was Ksh. 990 on 1 February 2016 and the risk-free force of interest was 6.5% 
per annum. The dividend expectation was unchanged.   Calculate, showing all working, 
the value of the contract to the holder of the long forward position on 1 February 2016.	
	 	                           [6]





of	1	at	time	𝑡	 = 	0.	Show that: 
i. 𝐸 𝑆9 = 1 + 𝑗 9	 	 	 	 	 	 	 	 [2]	
























i. Describe the Characteristics of an index linked bonds.                                         [3] 
        	
	
ii. The Government of a country issued at par index linked bonds in April 2008 with 
maturity after exactly 3 years and coupons at 8.25% p.a. payable yearly in arrears. The 
coupons and redemption amount are linked to an inflation index with a one-year time lag. 
The index value at 1st April of each year were as follows:  
  
Year 2007 2008 2009 2010 2011 
  Index 158 167 175 190 230 
 
If an investor had expectations of the inflation index being the same as in the above table, 
calculate the price he would have paid in order to achieve a gross redemption yield of 7% p.a.  
	 	 	 	 	 	 	 	 	 	 	 	 	 [7]	
b.  Describe each of the following investment products 
 
i. Certificate of deposit                  [2] 
ii. A repo           [2] 
iii. Factoring           [2] 
iv. Commercial Paper          [2] 
v. A gilt strip           [2] 
